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Evaluation of an Internal Control System
Dr. Virginia R. Huntington, CPA

In a generic sense, the phrase “internal con
trol” covers the whole spectrum of manage
ment policy and procedure; two particular
bands of the spectrum are served by a system
of internal accounting control. Any evalua
tion of a control system, for external audit
purposes or otherwise, must include an inspec
tion in two areas: (1) regarding the steward
ship of management over the assets of the
business entity—are assets of the company
protected against improper diversion?—or
perhaps of equal importance, are the assets
utilized efficiently? (2) regarding the quality of
the accounting information generated by the
accounting system—is it really dependable?—is
it recorded, classified, summarized and pre
sented in a reliable and meaningful manner?

The Committee on Auditing Procedure of
the American Institute of Certified Public Ac
countants in 1949 issued a monograph1 on
the subject of Internal Control, describing
the “elements of a coordinated system and its
importance to management and the inde

pendent public accountant.” Subsequently,
the same Committee issued three case studies2
to “illustrate the manner in which an ac
countant evaluated internal control and ap
plied his findings in an actual audit.” These
publications are as significant today as they
were at the time of their publication.
In its monograph the Committee outlined
the importance of a plan of departmental or
ganization which would assure departmental
independence and create clear lines of re
sponsibility. The Committee commented upon
the desirability of furnishing key personnel
with accounting and procedures manuals,
continually updated, to provide for the com
munication of system changes. Forms design
was seen as another important consideration,
providing a degree of built-in control accord
ing to the manner in which information is
classified and displayed on the form. Col
lateral control procedures in a broadly-based
internal control plan were described as in
cluding material and production controls,
appropriate cost systems, budgetary controls,
a provision for periodic summaries and re
ports, and an internal audit staff.
An over-all plan of organization and the
design of a flow of procedures was likened
by the Committee to a strategical plan; sound
practices adopted for the effectuation of the
plan were called tactical measures. These
practices include a division of duties, a sys
tem of counter checks, the establishment of
controlling accounts, listing pre-approved
suppliers and competitive purchase costs, re
quiring independent counts of merchandise
received, and providing for the verification of
invoices and other supporting documents prior
to the authorization of disbursements.
The Committee regarded personnel policies
as being of primary importance and suggested
that the selection of officers and department
heads and of operating personnel should be
based on the consideration of whether the
individuals could operate within the planned
organization structure, carrying out the pre
scribed procedures in an efficient manner.
Summarizing its report, the Committee ob
served that management must devise, install,

1 Internal Control, special report by the Committee
on Auditing Procedure, American Institute of
Certified Public Accountants. New York, 1949.

2 Case Studies in Internal Control, No. 1, 2, and 3,
American Institute of Certified Public Accountants.
New York, 1949-50.

Variables Affecting a Control System.

Problems in the installation and evaluation
of an internal control system vary according
to the size and nature of the particular
company. It is a common opinion that internal
control is impossible in a very small company
because the number of personnel does not
allow an adequate division of duties to pro
duce appropriate counter-checks against fraud
and error. In large companies, difficulties may
be anticipated because of the complexity of
the business organization and operation. In
any company, the status quo of organization
and personnel attributes affects the design
and installation of an adequate internal con
trol system. Nevertheless, standard auditing
procedures require that the external auditor
shall evaluate the system of internal control
as a basis for determining the extent of
audit tests to be performed. If the system is
inadequate, the tests must be extended, re
sulting in increased costs in time and audit
fees.
AICPA Committee Recommendations.
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owner-manager can open the mail and pre
list receipts to be compared later with the
detail of deposit slips. If he is not willing to
spend his own time on such functions, he
may delegate this part-time control function
to a family member. The internal control
questionnaire for a small company should
contain queries as to whether the account
ing records are kept up to date, as to whether
a budget system is utilized, and regarding the
extent of the active interest of the owner
manager in the financial affairs of the com
pany. It should also elicit information as to
whether the bookkeeper takes a regular va
cation and as to how his duties are per
formed in his absence.
An adequate division of duties is important
in a small company, just as in a large com
pany. A well-designed questionnaire form will
help the auditor to determine whether there
is an appropriate division of duties in such
areas as cash receipts and disbursements, ac
counts receivable and sales, inventories, etc.
and as to whether there is a continuous in
ternal audit in force. A suggested form of
questionnaire may be found in an article by
Herbert J. Stelzer,5 in which the author con
cludes that there is no automatic means of
evaluating an internal control system and that
the skill and professional judgment of the
auditor is still the most important feature in a
control system evaluation.

and supervise a system o£ internal control
which will safeguard assets, check the re
liability of accounting data, promote efficien
cy, and encourage adherence to prescribed
policies. For these purposes, there must be
an appropriate plan of organization, includ
ing an adequate system of authorization and
record procedures.
Approaches to an Evaluation.

Management’s responsibilities extend be
yond the initial design and installation of an
internal control system. To be effective, the
system must be under constant review, or
evaluation, to determine whether procedures
are being carried out according to plan, and
whether the plan needs to be revised. The
internal auditor is interested in evaluating
the quality of the internal control system from
a managerial point of view, while the ex
ternal auditor is interested from the viewpoint
of his responsibility to third parties through
his attest function.
Several approaches to an evaluation in
clude interviews, flow charts, and question
naires. One time-honored approach is the in
ternal control questionnaire form utilized by
the certified public accountant. Case Study
No. 1, referred to above,3 contains a sample
questionnaire form used for a textile company.
The form is divided into the following sec
tions: (1) general, (2) cash receipts, (3)
cash disbursements, (4) petty cash funds,
(5) marketable and other security invest
ments, (6) notes and accounts receivable,
(7) inventories, (8) property, plant, and
equipment, (9) notes and accounts payable,
long-term debt, and capital stock, (10) sales,
(11) purchases and expenses, (12) payrolls,
and (13) summary. The review of the system
should include at least a summary interview
with the chief officer of the company and
the issuing of a client memo.

Evaluation of the Internal Control System in
a Large Company.

For those who are interested in the evalu
ation of the internal control system of a large
company, Mr. Thomas Porter has discussed
the evaluation of an electronic data processing
system.6 An auditor must judge the quality
of the data processing system as well as the
quality of the input data, for the quality of
the output data is a product of both of these
factors.
Auditing through the computer, rather
than around it, is an important procedure in
an evaluation of the system.7 Test decks
are prepared, containing as many unusual
transactions as the auditor may desire to use
in testing the data processing system’s capacity
to handle the transactions and to report ex
ceptions under programmed controls (size
limits, range limits, sequence restrictions, etc.)

Evaluation of an Internal Control System in
a Small Company

Even a small company can and should in
stitute an adequate system of internal con
trol.4 The external auditor must evaluate the
internal control system for purposes of his
audit; his evaluation in the small company
usually consists of a combination of inter
view, flow charts, and questionnaire. Ade
quate internal control may be provided by
bringing the owner-manager into the for
malized control routine. For example, the

5 Ibid.
6 W. Thomas Porter, “Evaluating Internal Controls
in EDP Systems,” The Journal of Accountancy,
August, 1964, pp. 34-40.

3 Ibid.

4 Herbert J. Stelzer, “Evaluation of Internal Control
in Small Audits,” The Journal of Accountancy,
November, 1964, pp. 55-61.

7 Ibid.

(continued on page 8)
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Accounting Procedures for Joint
Venture Operations in the Oil Industry
Elizabeth B. Rauh, CPA

In the crude oil producing industry, owner
ship of a part-interest in a lease or property
as a partner, joint-venturer, or on some other
basis is quite common. This type of operation
is extremely attractive to the smaller company
which is actively engaged in the search for
and production of oil. It allows the company
to take a part interest in many drilling oper
ations and thus spread the risk of “too-many
dry holes.”
When property is owned by two or more
interests, various documents are executed by
the interest-owners. These instruments set out
the status of ownership as to the joint ven
ture as well as other features of ownership.
The development and operation of the prop
erties may be either a part of that initial in
strument or it can be covered by a separate
agreement. In either case the development
and operation agreement should include ac
counting procedures.
In this type of operation, one of the interest
owners is designated as the operator of the
properties. It usually becomes his responsibil
ity to develop and operate the property in
accordance with the operating agreement.
The operator renders billings to the other joint
owners for their proportionate part of expenses
and capital outlay in accordance with the
accounting procedures that have been
adopted. If the well is completed as a pro
ducing well, it becomes the responsibility of
the operator to account to the joint owners
for their respective shares of oil and gas pro
duction.
The oil company which participates in
these joint operations as the operator of the
properties must design its accounting records
to give each of the other joint venturers a
complete and adequate accounting on income,
expenses and capital outlay on each well
drilled on each lease and/or in each unit.
One way of conveying this information to
each non-operator is to send monthly state
ments supported by copies of the invoices

from each vendor. Where there are several
partners involved in a joint venture, this can
become a tedious and time-consuming task.
Then too, each co-owner has to break the
expenditures into the required categories for
income tax purposes and for his permanent
record of well costs. The accounting and bill
ing on this type of operation can be success
fully and adequately handled by utilizing the
facilities of a computer service center.
If the operating company avails itself of
this type of service, codes are assigned and
programmed into the computer for the dif
ferent types of expenditures, such as:
L Leasehold Costs
2.
Intangible Development Costs
3.
Lease and Well Equipment
4.
Lease Operating Expenses
5.
Other Charges
When code data is put into the computer, it
will print out for each lease a description of
type of work performed and summarize for
the partners the amount of money spent in
each category. If at any time the person re
ceiving the billing feels that the description
is inadequate, he can either ask for a copy
of the invoice or examine it at the office of
the operator. This eliminates the need to
make duplicate copies of the invoices or to
type detailed descriptions of each invoice.
Procedures which might be followed in this
kind of operation are outlined below.
Vendor Invoices

Invoices, when received by the accounting
department, are reviewed for the proper ap
proval and are checked for mathematical ac
curacy. The accountant then codes the
charges to the proper account.
The remittance advice portion of a fourpart voucher check is prepared for each ven
dor. For invoices coded for the Joint Ven
ture Clearing Account, the following in
formation is noted on the remittance ad
vice: expense month (month for which charge

The Woman CPA is published bi-monthly and copyrighted, 1967, by the American Wom
an’s Society of Certified Public Accountants and American Society of Women Accountants, 327
South LaSalle Street, Chicago, Illinois 60604. Subscription price $1.50 annually. While all
material presented is from sources believed to be reliably correct, responsibility cannot be as
sumed for opinions or interpretations of law expressed by contributors. Second-class Postage
Paid at Chicago and at Additional Mailing Offices.
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the monthly billing to each participant in the
joint venture activity.

is made), lease number, vendor invoice num
ber, code number describing the type of
expenditure, amount, and vendor name. The
fourth copy of the voucher check is then
removed from each voucher set. A total is run
on these vouchers and, together with a batch
control sheet, they are forwarded to the serv
ice center. This amount becomes the source
of a standard journal entry debiting the Joint
Venture Clearing Account and crediting
Vouchers Payable at the end of the month.
The remainder of the voucher set is filed
alphabetically within due date in the open
voucher file. Weekly, the accountant reviews
the open voucher file to select those vouchers
due for payment. The voucher check is pre
pared and forwarded to the authorized per
sons for signature. The signed checks are re
turned to the accountant who marks the in
voices paid, and distributes the check copies
as follows:
Copy 1—mailed to vendor
Copy 2—attached to cancelled invoice
and placed in alphabetical ven
dor file
Copy 3—placed in numerical file
At the end of the month, the “net
amount”, “discounts lost”, and “net cash”
amounts on the third copy of the checks re
leased during the month are totaled. These
totals will be entered on a standard monthly
journal entry debiting Vouchers Payable and
Discounts Lost and crediting Cash. The usual
joint venture agreements provide that outside
interests are entitled to credit for cash dis
counts on their portion of purchases whether
or not the operator takes advantage of the
discount privilege.

Other Monthly Journal Vouchers

The operating agreement can designate
that the billings to the participants in the
joint venture will include so much per well
per month for administrative overhead for
operating a well and a specific amount for
drilling a well—beginning from the date the
well is spudded until it is either put on pro
duction or is plugged and abandoned as a
dry hole. These charges can be handled on
a transmittal slip to the service center with
a journal entry on the books debiting the
Joint Venture Clearing Account and crediting
Rebilled Overhead.
Material Transfers

When any material or equipment is trans
ferred from one lease to another, a two-part
material and equipment transfer form is pre
pared. One form is submitted from the field
by the supervisor who authorizes the transfer.
A full description of the transferred item is to
be included on the form with a notation as
to the condition of each item. Condition codes
used are as follows:
A—New—100%
B—Good—75% (Second Hand, Usable)
C—Fair—50% (Usable, if repaired)
D—Poor—25% (Defective)
E—Junk
The person in authority receives both
copies of the transfer form and prices out the
various items listed. Prices used are based on
current prices for each specific item listed.
After amounts have been entered on the form,
both copies go to the accounting department
where one copy is filed in numerical order
and the other copy is used for the prepara
tion of a standard monthly journal entry to
record the transfer.
This information is submitted to the serv
ice center to become a part of the monthly
billings to the joint owners.

Payroll

The manner in which payroll is handled
will be determined by the operating agree
ment on each joint venture enterprise. The
operating agreement can call for specific pay
roll, payroll taxes, and employee benefits to
be a charge to the joint venture account. If
the accounting procedure calls for a proration
of field expenses (including payroll), the
field employees will fill out and submit time
sheets showing the type of work done, the
lease on which work was performed, the num
ber of hours worked, and the hourly rate.
These time sheets are approved by the field
supervisor and are forwarded to the account
ing department. Payroll checks are coded to
the proper account, and payroll chargeable
to the joint venture accounts becomes the
supporting data for a debit to the Joint Ven
ture Clearing Account. At the end of the ac
counting period, this too, becomes a part of

Joint Owner Receivables

At the time the transmittal sheets on ven
dor’s invoices, payroll, rebilled overhead, and
material transfers are sent to the service cen
ter, a transmittal sheet covering all payments
received from the joint owners during the
month is included. The service center proc
esses all of this information and the result is
an invoice to each joint owner showing his
share of expenditures for the current month
and payments received during the month on
previously billed invoices. Supporting this
billing is a detailed analysis for all expendi(continued on page 10)
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Filling The Federal Estate Tax Return
Annette Mikell

What is the Federal estate tax and whom
does it affect? The Federal estate tax ap
plies to the estate of any person who dies
leaving property having a taxable situs (all
property within the scope of the gross estate
as defined for estate tax purposes) within the
United States. It is not a tax on the property
itself nor a tax on the right of an heir to re
ceive the property. The Federal estate tax is
an excise tax levied upon the transfer of a
deceased person’s taxable estate. It is applied
differently to persons who are considered res
idents or citizens of the United States from the
way it is applied to those who are non
residents or not citizens of the United States.
Here we are considering only those who are
residents or citizens of the United States. The
amount of tax is determined by applying the
estate tax rate to the taxable estate. The gross
estate, less certain exemptions and deductions,
will equal the taxable estate upon which the
tax is computed.
An accountant usually becomes involved in
estate taxes either through the executor or the
attorney representing the estate of a deceased
person. The returns to be prepared require
proper record keeping and a competent knowl
edge not only of what is includible in the
taxable estate, but also of the methods of valu
ation.
There are two forms which must be filed
following the death of any person who has
a gross estate (as defined) of $60,000 or
more. The first, Form 704, is a “Preliminary
Notice” to the Internal Revenue Service of a
possibility of estate tax liability. The second,
Form 706, is the “Estate Tax Return.” This
form must be filed within fifteen months to
the day after the date of death. Roth forms
are filed in the Internal Revenue district in
which the decedent was in residence at the
time of his death. The returns are required to
be filed by the court-appointed executor or
administrator of the estate. If the decedent
died leaving a will, a certified copy of the
will must be filed with Form 706.
Form 706, the Estate Tax Return, con
sists of forty consecutively numbered pages.
The questions asked under “general informa
tion” and under each schedule must be an
swered, and the gross estate and deductions
must be shown in the appropriate schedules.

The value of the decedent’s interest in any
property owned in whole or in part at the
time of his death is included in his estate.
An election is available with regard to the
time of valuation of the property included in
the gross estate. The representative may elect
to value property as of the date of death or,
as an “alternate valuation,” as of one year af
ter death. If the alternate valuation is chosen,
all property included in the gross estate, ex
cept property which has been sold or other
wise disposed of during the year, is valued as
of one year after the decedent’s death. The
excepted property is to be valued as of the
date of its disposition. The purpose of the al
ternate method is to permit a reduction in the
amount of tax if the value of the gross estate
has decreased in the year following the dece
dent’s death. However, this method may be
elected whether or not there has been a loss
in value.
Four schedules are provided for listing
property and interests in property which be
longed to the decedent at the time of his
death and which pass to others: real estate;
stocks and bonds; mortgages, notes, contracts
to sell land and cash; and other miscellaneous
property. Other miscellaneous property in
cludes such items as interest in a business
operated as a proprietorship or partnership,
accumulated dividends, household goods and
personal effects, and automobiles.
A schedule is also provided for insurance
on the life of the decedent. For estate tax
purposes this includes not only ordinary life
and endowment insurance taken out by an
individual on his own life, but also the pro
ceeds of group insurance and accident insur
ance policies. Form 712, “Life Insurance State
ment,” must be filed with the estate tax re
turn for each policy listed in the schedule.
The statement must be made by an officer of
the company which issued the policy. It is
the responsibility of the executor to obtain the
statement from the insurance company.
Other schedules provided are for transfers
of property or interest in property during
the decedent’s lifetime which, under certain
conditions, would be includible in the gross
estate, and for certain annuities receivable by
any beneficiary following the death of the de
cedent. Before property is included in any of
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or gift tax statutes. This is illustrated by the
fact that completed gifts made by a decedent
many years before his death may still be in
cludible in his gross estate even though a gift
tax has been paid. Similarly, a decedent may
not have been subject to income tax on a por
tion of property he possessed at death, but
the whole of such may still be included in his
gross estate. These results are not only due
to the broad concept of property interests em
bodied in the Federal estate tax law, but also
to inconsistencies between the Federal estate,
gift, and income tax statutes. The courts have
often pointed out that each of these taxes is
independent of the other, and any correlation
or consistency rests with remedies vested sole
ly in Congress.
Any accountant who has the opportunity
to participate in the preparation of a Federal
estate tax return will find the field most in
triguing and rewarding. The ability to inves
tigate facts and records, coupled with a good
grasp of the law, will often produce a reduc
tion in the tax liability of the estate.

these schedules, determination should be made
as to whether it is a type of property which
must be included in the gross estate; whether
the decedent has sufficient interest in the prop
erty; and, if the decedent had an interest,
did he still possess it as of the date of death,
and to what extent. Since the concept of prop
erty interests for Federal estate tax purposes
is often esoteric, it is essential to ascertain the
extent of a decedent’s interest in property.
Laws in community property states limit
the extent of a person’s interest in community
property. Only one-half of the value of prop
erty held in community need be included in
the gross estate of the decedent, and where
non-community (separate) property is owned,
the law provides for a marital deduction for
interests passing to the surviving spouse. The
marital deduction (roughly fifty per cent of
the value of property passing to the spouse)
is intended to equate the impact of the Fed
eral estate tax between community and non
community (common law) states.
Debts of the decedent are allowed as a
deduction from the gross estate to the extent
that they represent personal obligations of
the decedent which existed at the time of his
death. They are deductible whether or not
they are then matured. For example, interest
which has accrued on a real estate mortgage
is deductible to the date of death. Among
other claims deductible against the estate are
medical expenses incurred during the dece
dent’s lifetime, unpaid income taxes (and
penalties thereon), mortgages and notes on
specific property in the estate.
Many residents of the United States own
property in other countries. Some of these
countries levy death taxes on the transfer by
nonresidents of property situated in these
countries, and the estates of many United
States citizens are subject to double taxes. To
protect against double taxation, Internal Rev
enue Code Section 2014 provides a limited
foreign estate tax credit for United States cit
izens and residents. Only taxes attributed to
property taxed in both countries is allowed as
a credit. Further, the credit cannot exceed the
portion of United States taxes attributable to
the property taxed in both countries.
A credit is also allowed against Federal
estate taxes for estate or inheritance taxes paid
to any state with respect to any property in
the decedent’s gross estate, and for certain
gift taxes paid during his lifetime as well as
for Federal estate tax paid on prior transfers
to the decedent.
In reaching property includible in the gross
estate, the scope of the Federal estate tax
is far greater than that of the Federal income

Evaluation of an Internal Control System.

(continued from page 4)
Test decks must not be confused with test
programs. The test program is designed to
reveal certain out-of-limits or out-of-sequence
conditions in the normal processing routine,
while the test deck represents a series of hy
pothetical transactions to be processed and
which are pre-analyzed for the purpose of
determining expected output results. A proc
essing of the test deck through the normal
processing routine should produce the same
results as did the pre-run analysis. Once the
data processing system is found to be re
sponsive to a valid systems test, the auditor is
in a position to decide the extent of his audit
tests of the input data.
Summary and Conclusions.

Some aspects of an internal control system
may vary according to the size and complexity
of the business operation. But in any business
situation the control objectives are essentially
the same. The control system must be de
signed to aid the protection of assets and also
to promote the desired quality in the account
ing information generated by the accounting
system. Any evaluation of an internal control
system must respond to the question of
whether the system is fulfilling these objec
tives. In the small company, the question
naire form, the interview, and flow charts
describing the handling of assets and docu(concluded on page 14)
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TAX FORUM
DORIS L. BOSWORTH, CPA, Editor

The Multistate Tax Compact

Recent developments in the field of state
taxation indicate that a brief review of the
present situation is imperative. Public Law
86-272, the stop-gap legislation enacted in
1959, was designed to restrict state taxation
of interstate commerce, pending an in-depth
study of the problem. Essentially that law ex
empted out-of-state corporations from state
taxation where selling activity was confined to
the solicitation of orders. During the past six
years the Federal Government has conducted
hearings, where state tax administrators and
representatives of taxpayers have participated,
in connection with their study of the burden
of state taxation as it affects the flow of com
merce. The first statutory attempt to alleviate
the problem in 1966 was met with strong op
position; and in January of this year a com
promise was attempted with the introduction
of H.R. 2158 by the Special Subcommittee on
State Taxation of Interstate Commerce. While
this bill is important, of even more impor
tance is the alternative legislation that has
been triggered at the state level, and it is
with the latter that we should be most con
cerned.
The Council of State Governments drafted
the “Multistate Tax Compact” with the aid
of the National Association of Tax Admini
strators, the National Association of Attorneys
General and the National Legislative Confer
ence. The Compact is designed to deal with
the current tax problems of a multistate busi
ness, as well as to provide the means of coping
with future problems, through the organiza
tion of a Multistate Tax Commission. The
threat of Federal invasion of state and local
taxing power coupled with the desire to pro
mote uniformity in state taxation has been re
sponsible for the prompt adoption of this Com
pact by eleven states in the first six months
after its promulgation. Bills concerning its a
doption are also pending in five other states.
Basically the Compact deals with income,
capital stock, gross receipts and sales and use
taxes at the state and local level. Space will
not permit analyzing the full text of the Com
pact, but there is one facet that demands our
attention—namely, the Uniform Division of
Income for Tax Purposes Act. This phase will
be utilized by taxing authorities adopting the

Compact and also by states that have adopted
only this portion, as for example, California.
It would seem that within the year nearly
half of the states will have adopted this act
on a permissive or a mandatory basis.
Under the Multistate Tax Compact, in in
stances where the taxpayer is subject to an
income tax and apportionment of income in
arriving at such tax, he may allocate in ac
cordance with state law; or, at his option,
utilize the provisions of the Uniform Division
of Income for Tax Purposes Act. Adoption of
such provisions in one state does not involve
adoption in every state a party to the Com
pact—rather it is a permissive provision on a
per state basis. On the other hand, in those
states where the Act, rather that the Com
pact, has been adopted, compliance is man
datory. Under the circumstances taxpayers
should at this time familiarize themselves with
the more pertinent provisions of the allocation
formula in order to accumulate the necessary
data for the preparation of future returns and
to permit an evaluation of the permissive pro
visions of the Compact. To this end we will
briefly consider the three factors set forth in
Article IV of the Compact:
Property Factor

(1) Rented property will be capitalized at
eight times the net annual rental.
(2) In determining the annual average val
ue of other business property, the orig
inal cost, rather than net book value,
should be used. This means, of course,
that fully depreciated property still be
ing used in the business will be included
in the property factor.
Payroll Factor

Payrolls will be attributed to a particular
state under the following set of circumstances:
(1) If the individual’s service is performed
entirely within the state.
(2) If service is performed within and with
out the state, but services without the
state are incidental.
(3) Some service is performed within the
state and the base of operations or con
trol is within the state or the base of
operations or control is not in any state
where the individual renders service, and
he resides within the state.
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As will be seen from the above, basically the
Payroll factor will be the same for uniform di
vision of income purposes at it is for state
payroll tax purposes.

Accounting Procedures for Joint Venture
Operations in the Oil Industry

(continued from page 6)
tures for each lease or unit which has been
printed out by the machine. The monthly
billing that is sent to the joint venturer has
been prepared by the machine in such a
manner that the co-owner can see at a glance
what part of the indebtedness represents cur
rent billing and what portion is a past-due
obligation.
After these billings have been completed,
the machine will prepare a statement for
management aging the joint owner receivables.
It will print out the information needed by
management in analyzing the accounts receiv
able from each of their joint venturers.
From the data processed by the service
center, a journal entry is prepared debiting
the Joint Owners Receivable for their share of
their expenditures for the month and a debit
to either Leasehold Cost, Lease and Well
Equipment, Intangible Development Costs, or
Operating Expense for the operator’s share
of expenditures and the total of these being a
credit to the Joint Venture Clearing Account.

Sales Factor

Article IV of the Compact delineates the al
location of sales of other than tangible prop
erty and no problem is presented. At pres
ent writing, however, some difficulty is pre
sented in the case of sales of tangible prop
erty. The primary rule is that sales will be
allocated on the basis of destination with two
exceptions:
Sales emanating from facilities located in
a particular state will be attributed to
that state, rather than the state of destina
tion, in instances where:
(a) The U. S. Government is the pur
chaser, or
(b) The seller is not taxable in the
state where the purchaser is located.
Article IV-3 of the Compact indicates that a
seller is taxable in another state if in that
state he is subject to a net income tax, a
franchise tax based on the privilege of doing
business or measured by net income, a cor
porate stock tax, or the state has jurisdiction
to subject the taxpayer to a net income tax
regardless of whether, in fact, the state does.
This last category presents difficulty, but in
discussions with tax authorities that have al
ready adopted the Uniform Division of In
come for Tax Purposes Act, and in the course
of research on the subject it would seem that
we must refer to Public Law 86-272. In other
words, if orders are filled out of a warehouse
in State A and are delivered to a purchaser
in State B that does not have an income tax,
the receipts are allocable to State B provided
State B has jurisdiction to tax the seller (e.g.,
Seller has a research laboratory in State B)
and has not exercised that jurisdiction. If, how
ever, the goods are delivered to a state that
has an income tax but, by virtue of Public
Law 86-272, taxpayer can establish that suf
ficient nexus is not present to force him to
comply with the taxing laws of that state, he
is not taxable in the state of the purchaser.
Such sales are therefore attributed to the
State from whence the goods were shipped.
While all of the foregoing is, as indicated at
the outset, a very brief resume of current
state tax problems, it is sufficient to alert both
taxpayers and accountants to the necessity of
keeping abreast of new legislation. It will only
be in rare instances that record keeping will
not have to be revised in a multistate business
operation. Such revisions should be effected
promptly to ameliorate the situation.
D.L.B.

Oil and Gas Sales

As checks are received by the operator,
they are restrictively endorsed and forwarded
with a two-part deposit slip to the accounting
department. The original deposit slip and the
checks are deposited daily. The duplicate de
posit slip is retained until the bank statement
is reconciled. At the end of each month, an
entry is made debiting Cash and crediting Oil
and Gas Sales Payable for the total amount
received.
The accounting department prepares for
the service center a monthly production trans
mittal form on all oil, gas and sulphur sales.
Included on this form is the lease number,
the production code (oil, gas or sulphur),
gross production, compression charges appli
cable to the lease, production taxes applicable
to production, and the net value of produc
tion from the lease.
Each royalty and working interest owner
is assigned a number which is furnished to
the service center along with the owner’s di
vision of interest in each lease or unit of pro
duction. The service center calculates the
amount due each royalty and working interest
owner and prepares the checks. The total of
these checks is used to make a standard jour
nal entry debiting Oil and Gas Sales Payable
and crediting Cash. The operator’s portion of
the production is handled by a monthly
journal entry debiting Oil and Gas Sales Pay
able and crediting Oil and Gas Income.
(concluded on page 13)
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TIPS FOR BUSY READERS
MARY F. HALL, CPA, Editor

mobility to a greater or lesser degree. Dr.
Schmukler lists a number of determinants of
capital mobility, and also discusses at some
length ways of arriving at the capital mobil
ity of proposed investments.
Capital mobility has the primary advan
tage, as discussed, of furthering the basic
business aims of maximizing overall net earn
ings and conserving corporate capital. Dr.
Schmukler also lists other advantages and con
cludes the article by saying that capital mo
bility should be recognized as a significant
factor in the capital budgeting decision.

“Capital Mobility and the Investment
Decision,” Nathan Schmukler, “Management
Services,” July-August 1967, Volume 4, No.
4.
In this article Dr. Schmukler recom
mends that capital mobility be considered
when investment decisions are being made.
He defines capital mobility as a measure of
the recoverability of an investment other than
by the service of the asset in the original use
and environment for which the investment
was initially made. The value basis for capital
mobility depends upon the alternative use po
tential of the asset, by the original investor
or by others. One illustration given in the
article is that of a company which in an ex
pansion program has a choice between two
new product lines, each requiring additional
investment. Product line A can be manu
factured with the kind of equipment current
ly used for the company’s major product lines.
Product line B, on the other hand, requires
highly specialized machinery for which no
other company use exists.
There are several types of capital mobility.
Functional mobility of an asset may be based
on its capability of serving a function other
than the one originally planned. For example,
vats used in a processing operation may serve
instead as storage units.
Product mobility describes the service of
an asset in its original function but applied
to a product different from the product for
which the asset was initially acquired. Equip
ment purchased to fill tubes of toothpaste,
but capable of filling jars of hair dressing also,
would be an example.
Place or plant mobility refers to the fact
that equipment may have a service value in
a plant, warehouse, or office other than in
its original location.
Capacity or efficiency mobility refers to
the “downgrading” of machinery when the
equipment is no longer capable of attaining
the standards of output and performance re
quired in its primary and original use.
Time mobility arises from the probabil
ity that an asset will acquire a use value if
retained for the future, even if there is no
present use application.
Mobility is not an absolute quality that
assets either possess or totally lack but is rath
er a relative concept, and assets may claim

Mary E. Burnet, CPA
Rochester Institute of Technology
Rochester, New York
“Practitioner’s Participation in Revenue
Agents’ Examination,” Gerald A. Klein, and
Walter V. Bernard, Jr., The Michigan CPA,
March-April, 1967, Volume XVIII, Number 5.
This article on Internal Revenue Service a
gents’ examinations covers material which is
completely familiar to members who are in
volved in sizeable tax practices. Its principal
value, therefore, is to accountants employed in
other types of work or to the beginning ac
countant. The authors begin by outlining vari
ous conditions which will make a return more
subject to selection for audit. They then in
dicate the differences between an office audit
and field audit.
Throughout the article, the authors present
clearly the rights of the taxpayer, the choices
which he has, and both the powers and limita
tions of powers of the Internal Revenue Serv
ice employees. The possibility of obtaining tech
nical advice from the National Office of the
Internal Revenue Service is discussed. The au
thors also point out the advantage to the tax
payer in settling a tax dispute at the lowest
possible level. As a tax dispute travels through
the administrative channels, there is more and
more pressure on the agent to justify changes
which he has recommended. The article pro
ceeds from the simple situation in which the
case is settled by agreement between agent
and taxpayer, through the progressively more
complicated steps of the District Audit Divi
sion, the Regional Appellate Division, and the
Tax Court. At each level, the authors describe
the persons who are involved on behalf of both
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the taxpayer, and the Internal Revenue Serv
ice, and also discuss witnesses which may be
permitted. They explain the “30-day letter”
and the “90-day letter.” At each step, they
examine the two possible alternatives: i.e., the
settlement or agreement which will lead to
execution of Form 870; or disagreement which
leads, logically, to the next step in the admin
istrative channel.
When settlement is indicated, the authors
also discuss the procedures which the IRS fol
lows between agreement and the mailing to
the taxpayer of notice of tax due or refund of
overpayment. Also included in the article is
reference to the Audit Division Review Staff,
its function and the fact that there has been
a recent tendency to assign reviewers on an
industrial basis in order to achieve more uni
form application of the law to taxpayers in any
one industrial group.
The article is well documented by reference
to revenue procedures, IRS publications and
sections of the Regulations. The authors are
commended for having prepared an extremely
readable article, written with a minimum of
technical jargon. Even members who are only
casually interested in tax matters will enjoy
reading this most informative and interesting
article which highlights the rights of the U.S.
taxpayer when his tax return is selected for
examination by the Internal Revenue Service.

Dr. Marie E. Dubke, CPA
Central Michigan University
Mount Pleasant, Michigan
“Pareto’s Law and Modern Management,”
C. Jay Slaybaugh, “Management Services,”
March-April 1967, Volume 4, No. 2.
Vilfredo Pareto was a late nineteenth cen
tury economist who had worked twenty years
as an engineer and was mathematically orient
ed. His law states, in essence, that the signif
icant items in a given group normally con
stitute a relatively small portion of the total
items in the group.
Shortly before World War II inventory
control analysts discovered that when inven
tory items were plotted on a cumulative per
centage graph in order of descending value,
Pareto’s relationship seemed to emerge. Ten
to 20 per cent, for example, of the items in
a given inventory accounted for 80 to 90 per
cent of the total dollar value of the inventory.
Later observation of other areas of business
management has shown a widespread appli
cability of Pareto’s law. Twenty per cent,
for example, of the products of a company
usually account for 80 per cent of its sales,
20 per cent of a firm’s employees normally
account for 90 per cent of the tardiness, 10

per cent of a company’s accounts receivable
may account for 80 per cent of the dollars
receivable, and 10 per cent of a firm’s en
gineers may be responsible for 90 per cent of
its patents.
In spite of such relationships as those
mentioned above, we usually find uniform
control systems which apply equally to all
items in the group. Many companies, for ex
ample, maintain uniform inventory records
and controls for each inventory item even
though in terms of return on the investment
of time and effort the uniform control approach
is not sound. Efficient management requires
that the amount of management effort ap
plied varies in direct relationship to the im
portance of the item being managed.
If the individual manager is to be effective,
he must segregate the important elements
under his control from the insignificant ones
and then allocate large amounts of his time,
effort, and executive skill to the most impor
tant items in his sphere of operations. The less
important items under the manager’s control
can be delegated to subordinates as training
assignments with amounts of supervision vary
ing with the importance of the item, or many
of these items can be put into data processing
systems and controlled by the exception prin
ciple.
The article continues with a discussion of
inventory management, including an exhibit
showing the use of economic order quantities,
a discussion of work measurement, of auditing,
of cost reduction, and concludes with a section
on the wide application of Pareto’s law to in
dustrial problems. There are several graphs,
one showing, for example, parts usage distri
bution, and another showing clerical task time
requirement distribution.
It seems to this reviewer that one of the
greatest values of Pareto’s law is that it is
equally applicable to a small company whose
records are all kept manually and to a large
company whose records are all kept by var
ious methods of data processing.
Mary E. Burnet, CPA
Rochester Institute of Technology
Rochester, New York
“What Operations Research Means to the
Accountant,” Joe F. Moore, Management Serv
ices, November-December, 1966, Volume III,
Number 6; and “Scientific vs. Practical Man
agement: A Pragmatic Approach,” Gordon L.
Murray, Management Services, January-Feb
ruary, 1967, Volume IV, Number 1.
Two recent articles in “Management Serv
ices” give somewhat contrasting views of
operations research, or management science.
(continued to page 14)
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Introducing the New Editor
Miss Mary F. Hall, CPA, of Cincinnati,
Ohio, will become editor of THE WOMAN
CPA beginning with the December 1967 is
sue. AWSCPA and ASWA are indeed fortu
nate that Miss Hall has agreed to take on the
many responsibilities of editing their official
publication as she has been an outstanding
leader in both societies.
Mary Hall lived in Washington, D. C., for
a number of years where she received a Mas
ter of Commercial Science degree from Ben
jamin Franklin University and took additional
courses in economics and writing at the Amer
ican University. She received her CPA certif
icate from the District of Columbia and holds
reciprocal certificates from Massachusetts and
Ohio.
Her career includes two and one-half years
with the Women’s Anny Corps during World
War II, involving duty in Australia, New
Guinea and the Philippine Islands with the
441st Counter Intelligence Corps. She also
worked for the Navy Department in Wash
ington for five years before embarking on a
public accounting career.
After serving on the staffs of public ac
counting firms in Washington, D. C. and Bos
ton, Massachusetts, she established her own
public accounting practice in Cincinnati
three years ago.
Miss Hall served as President of AWSCPA
during the 1962-1963 year and as Na
tional Secretary of ASWA in the 1957-1958
year. She has also been President of the Dis
trict of Columbia Chapter of ASWA and is
now a member of Cincinnati Chapter. Dur
ing the past two years she has been Associate
Editor of THE WOMAN CPA and Editor of
'Tips for Busy Readers.”
Miss Hall maintains memberships in the
American Institute of Certified Public Ac
countants, the Ohio, Massachusetts and Dis
trict of Columbia Societies of CPAs, the Na
tional Association of Accountants and the
American Accounting Association. She is also
a member of the Soroptimist Club and the
Business & Professional Women’s Club.

It is with the utmost confidence that we re
linquish the position of editor to our good
friend and respected associate, Mary Hall. We
know that the magazine will move ahead suc
cessfully under her capable editorship.
To all the editorial staff, the editorial
board, the business manager, the various au
thors and contributors who have made possi
ble the past twelve issues, we extend our
most sincere gratitude. In retiring from any
position, one always has regrets for ideas and
hopes not realized, but there is much satis
faction in having served as the one who put
together the writings of members of ASWA
and AWSCPA to produce a professional peri
odical which is truly a product of the two
societies. It has been an enriching and re
warding experience to serve as editor.
We look forward with you to the forth
coming issues under the new editor, Mary
Hall.

Accounting Procedures for Joint Venture
Operations in the Oil Industry

Conclusions

Many of the fine points or details involved
in adapting or using a computer service center
in the accounting procedure for joint venture
operations may not have been covered in this
article. It is hoped, however, that the material
presented will show how useful this type of
operation can be to the small independent
operator who engages in a large number of
joint operations.

(continued from page 10)
Another journal entry is required to ac
count for compression income for the operator
—a debit to Oil and Gas Sales Payable and
a credit to Compression Income. Also it is
necessary to account for production taxes
with a debit to Oil and Gas Sales Payable
and a credit to Production Taxes Payable.
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(continued from page 12)
Mr. Moore in the first article states that the
interplay between the operations researcher
and the accountant is already extensive and
is growing. He defines operation research on
the philosophical level as the application of
scientific methods to problems that have for
merly been considered nonscientific, and in
terms of technique, as a methodology that in
cludes such techniques as mathematical
simulation, statistics, optimization, and various
methods of electronic computation.
The article points out that there is no such
thing as an “average” operations research study,
but all projects have certain things in common,
including organization of the work effort. Any
operations research study must begin with a
definition of the problem. The next step is to
survey the information available. This is usual
ly followed by the construction of mathematical
models.
An operations research study and a com
pany’s accounting system are closely related
in several ways. The accounting system is the
primary source of much of the data used in
the study. The accounting system may also
be used as a vehicle for implementing the rec
ommendations and conclusions of the study.
The article, however, points out some of the
deficiencies of accounting data, and discusses
the problem of retrieving data from an ac
counting system.
The author’s conclusion is that operations
research is profoundly affecting the thinking
and actions of modern managers, and the needs
of the operations research analyst are rapidly
becoming the needs of the scientific and analy
tical manager.
In “Scientific vs. Practical Management: A
Pragmatic Approach” Mr. Murray raises the
question, “Which is more effective—manage
ment science or practical experience?” He be
lieves that the gulf between the business
theorist and the hard-headed man of experience
is wide, and the purpose of his article is to
present suggestions as to how to achieve a
compromise that works.
Mr. Murray believes that he, as a consult
ant, has to adopt what is essentially a prag
matic view and that the pragmatic view is
also the one for the businessman to take.
The article discusses the early development
of operations research and states that the es
sential characteristics of the operations re
search method are systems orientation, use of
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inter-disciplinary teams, and the adaptation of
the scientific method. Each of these character
istics is discussed briefly, followed by an ap
plication of the pragmatic approach and the
purist’s approach to two actual problems.
A Harvard Graduate Business School study
of the extent to which business management
has embraced and put into practice “man
agement science” techniques is summarized.
Using a broad definition of management science,
the study found more than 80 % of the largest
corporations taking advantage of one or more
of the new techniques, with this practice ex
tending from production scheduling and in
ventory control to personnel, marketing, and
research and development areas. Another con
clusion of the study was that the researchers
found that no matter how competent the man
agement science practitioner may be in his
own field, few of them are skilled in the art
of managing a business. As a result, the man
agement scientists may propose sophisticated
techniques based on invalid assumptions, or
elegant solutions to insignificant problems.
Mr. Murray’s conclusion is that perhaps we
need two kinds of players in the business arena,
on the one side the purists with a scientific
point of view and research interest, and on the
other side people with a business and profit
point of view and with an interest largely in
the ends rather than in the means. The latter
group should follow developments closely to
recognize opportunities to apply more scientific
approaches and to adapt and implement solu
tions in a practical manner.
Mary E. Burnet, CPA
Rochester Institute of Technology
Rochester, New York

Evaluation of an Internal Control System

(continued from page 8)
ments, constitute the major tools of evalu
ation. In the large company, the auditor fre
quently must evaluate an electronic data
processing system. In such an event, he
must work through the system in order to test
its capabilities. The use of test decks contain
ing known errors provides a test of the pro
gram’s response to a particular class of error
in which the auditor is interested. Under any
circumstances, the auditor’s skill, judgment,
and perception are critical to a good evalua
tion of an internal control system.

EDITOR'S PAGE
Authors In This Issue
We have previously published excellent
feature articles by Dr. Virginia R. Hunting
ton, CPA, who is the author of the first
article in this issue, “Evaluation of an Internal
Control System.” She has also been a con
tributor to “Tips for Busy Readers.”
Dr. Huntington is Associate Professor, De
partment of Accounting, Arizona State Uni
versity, Tempe, Arizona. Since she was en
gaged in the practice of public accounting
prior to embarking on a career in the aca
demic world, she is especially well qualified to
write on the evaluation of internal control.
She is a member of AWSCPA and the
Phoenix Chapter of ASWA. She has had
national responsibilities in both societies and
has served as President of both Kansas City
and Phoenix Chapters of ASWA.
Elizabeth B. Raub, CPA, author of “Ac
counting Procedures for Joint Venture Opera
tions in the Oil Industry,” has an excellent
background of experience in the oil industry.
She is presently Comptroller of Houston
Royalty Company and has been working in
the industry since 1946.
Mrs. Raub is a graduate of the University of
Texas with a B.B.A. degree in accounting. She
is a member of AWSCPA and the Houston

Chapter of ASWA which she has served as
President.
Annette Mikell who wrote the article, “Fil
ing the Federal Estate Tax Return,” has been
a member of the staff of Aaron Paul & Co.,
Tucson, Arizona, for nineteen years. For the
past few years her work with the firm has been
in the tax department. She has studied account
ing at the University of Arizona. Mrs. Mikell
has been a member of the Tucson Chapter of
ASWA since 1963.
CPA Examination Graders

This page carries a notice about the need of
the American Institute of Certified Public
Accountants for graders of the uniform CPA
examination. In his letter concerning the no
tice, Mr. William C. Bruschi Director of Ex
aminations, of AICPA, stated:
“We have found that women CPAs are
excellent graders and we are pleased to
add them to our grading staff. Our prob
lem, however, is that they are in exceed
ingly short supply. I don’t know of a
better way to advise them of the openings
on the grading staff than through “The
Woman CPA.”
Mr. Bruschi also commented that several
inquiries resulted from a similar notice in the
October 1966 issue.

Uniform CPA Examination Grading Staff
Several positions are open on the Advisory
Grading Staff for CPAs to grade the Uniform
CPA Examination at the Institute headquarters
in New York City. The approximate dates for
grading the November 1967 CPA Examination
are November 27 through January 5.

are expected to make the semi-annual grading
engagement a part of their practices. Graders
are paid on a per diem basis.

Interested CPAs should write William C.
Bruschi, Director of Examinations, American
Institute of Certified Public Accountants, 666
Fifth Avenue, New York, New York 10019.
All applicants under consideration will be per
sonally interviewed.

Graders must be able to grade at least three
full days a week for the entire grading period
(grading may be done on Saturdays), and they

CHANGE OF ADDRESS

mailing to you until we hear from you.
To change your address, please print your
name, new address and zip code number and
send to THE WOMAN CPA 327 South La
Salle Street, Chicago, Illinois 60604.

Whenever you have a change of address,
you must notify us of your new address if
you wish to continue receiving the magazine.
If your magazine is not delivered and is re
turned to us, we shall have to discontinue
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BUT WHAT DO YOU
DO FOR AN ENCORE?

College Graduates Choose
IAS for Postgraduate Training
College degrees are no novelty among the
listed qualifications of the forward-looking
men and women who enroll with IAS. Regis
tration records show an average of 1,436
college and university graduates, many with
multiple degrees, enroll with IAS each year,
plus a greater number whose college educa
tions were interrupted before graduation.
IAS, of course, is not in competition with
colleges and universities. Our function is to
provide specialized training in accounting
and allied business management subjects —
often after the student has received his basic
college background.
Throughout the country many university

instructors in accounting make it a point to
suggest IAS when they are asked to recom
mend a good home-study school. Many col
lege graduates who have an excellent educa
tion in the arts or sciences often discover a
need for professional training in accounting.
Others who had some accounting in college
add to their technical backgrounds with re
fresher and advanced IAS electives.
Complete information on the IAS home
study plan for beginning or postgraduate
accounting training is available in the
school’s latest 24-page illustrated report. To
secure a copy without cost or obligation, fill
out and mail the coupon below.

International Accountants Society, Inc.
A correspondence school since 1903

209 W. Jackson Blvd. Dept

a

Chicago, Ill. 60606

□ Please send me your 24-page report on TAS
courses.
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